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THE ACCRUAL OF GROSS INCOME

BACKWELL, Peter William John

The manner in which inceme is accrued for the purpose
wf determining taxable income is thw sublect af an on-
going controversy. This research report (s ained at
highlighting the problems attached to the recognition
of income for tax purposes.

Various attempts at taking a snapshot of an entity in
the midst of its earnings cycle have been made. An
examination of the evolution of those attempts has been
undertaken with particular focus on the techniques
adopted in the recognition of income for the purposes
of determining the liability for income tax.

The report incorporates an examination of tha basic
concepts relating to the recognitior of income, tha
method of income accrual followed in certain foreign
tax jurlsdictions, and the current state of the law in
South Africa. The recommendations formulated by the
Margo Commission are snalysed, and the shortfalls and
anomalies in the various interpretations of accrual are
damonstrated.

The current state of the law, it is submitted, reguires
that income be recognised for tax purpeses at the time
when the taxpayer becomes unconditionally entitled to
the amount in question. Any accrual, including the
right to claim payment in the future, should bs valued
at the time of accrual, and not at the end of the year
of assessmant, as is suggested by some authors.

The current state of the law is plagued with practical
diffieultiec and resylts in a number of
inconsistencies. The basle concepts relating to the
recognition of income that are considered to be
desirahle are not adequately addressed under the
current position.

The practice of taxing accruals empl .=31 by the revenue
autherities selectively recognises . : .egal precedent
and, it is predicted, will have to be amended soon. The
complexitias of the issues involved in the recognition
of income are such that the matter cannot be dealt with
adequately without considerable further investigation.
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PREFACE

This resesrch report is cencerned with the process of
accrual. HWhether it is income or capital or some other
thing which accrues is an entirely separste (and fairly

well addressed) quastion.

For nearly three guarters of a century there has bean .
doubt regarding the interpretation of the gross income
definition. At long last a taxpayer has challenged the
Commissioner's practicve in this respect. The matter is

of great importance to all tax practitioners and

acadenmics. This research report has been undertaken in
order to highlight the many problems involved in the

acrual of inceme which has not been received.

No attempt has been made to resclve the problem, as

research of this nature does not provide an appropriate

basis for the formulation of suitable solution. It is

submitted that substantial research is required before

any answer c¢an be found,
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1. INTRODUCTION

“Tax ought to be certain . This iz a very important
principle in modern tax law . Adeguate tax planning
would becoms an impossibility 1f the purame;ars within
which ths fiscus operates were not clearly defined .
The dagree of certalnty required is achieved by means
of the formulation of a set of rules which clearly

indicati the method and manner in which tax is to be

collacted " (Smith , 1776) .

The principle of certainty in tax law ls regarded by
many authors to be fundamental te any form of tax
legislation . The "sat of rules " referred to by Smith
is the statute that empowers the revenue authorities ta
extract the tax from the populace . In South Africa the
Incoma Tax Act (Act no. 58 of 1962 , as amended) isx ons

example of such legislation .

As its name implies , the Incoms Tax Act (hersinafter
raferred to as "the Act") is the taxing statute that
applias to {ncome . Howaevar , when one considers the
nature of income , in the sense of the common usage of
the word (or as viewad by economists or accountants) ,
and compares this to the manner 1in which the Act
operataes , 1t 1y abundantly clear that in South Africa

taxes on income are determined not on income , Lut on a




purely artificial basis (Broomberg , s 1972}. This
artificial basls of taxation wax identified by the

court in Pyott Ltd v CIR (13 S.iC 121 at 126) =

".ees the whole business of our taxatian was changed in°

1817 . Under the Act of 1914 , the subject of the
charge was "profits or gains® , and it was ;nnsaquently
tha same as it is still today in England . But  since
1917 , we have had in South Africa an artificial and
puraly statutery definition of ‘“taxable income"”
darived ultimately f£rom the definition of *gross
income® as set out above ~ that iy , the total amount
of receipts and accruals excluding those of a capital
naturs from any source within the Union (or desmed to
be such) , and it is by no means necessarily synonymous
wiéh "preofits or gains”.... What has to be ascertained
is  the “taxable incoms"™ , and this has to be
ascertained in the manner prescribed by the Act and in

no other."

Although this cage dealt with the predscessor te the
Act  in force at present , the determination of "gross
income" is carried out in essentially the same mannar .
"Grass incoma” is defined in sactiaon 1 of the Ret (all
referances +o a section hereinafter , refar to a
section of the Income Tax Bet , unless otherwise

indicated) as being 1

"es..the total amount , in cash or atherwise , received
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by or accryed to or in favour of such permon during
such year or pariod of assessment from a source within
or deemed to beg witkin +the Republic , excluding

receipts or accruals of a captial nature...".

It is avident from this definition that th’ene are two
occarions on which income may fall into a taxpayer"s
gross income , that is alther when it is raeceived or
when 1t accrues . The significance of this portion of
tha definition of gross incoma ls that it determines
the timing of the recognition of the income . Af ls the
case with many other aspects of the Sct . the courts
have been called upon to interprat the meaning of the
words “accrusd to". One of the earliest cames to
examine the meaning of "accrued to" ims tha case of
Lategan v CIR (2 SATC 16) . This case established a
legal precadent still in force , determining that
accrved means “becoma entitled to" . In subssgquent
cases (CIR v Delfos , & SATC 92 and Hersov's Estate v
CIR , 21 SATC 106) it was ruggested that the meaning of

accrued is "become due and payable”.

In tha case of Mooi v SIR (34 SATC 1 , at 10§ Ogilvie-
Thomson €J described the differing apinions regarding
the mesaning of “accrued to" as "this controvsrs&gl
question", Howaver , the learned Chiaf Justice did not
f£ind it necessary to resolve this controvers:

It is evident, therefore, that ti RSN}

@
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uncertainty after more than three guarters of a century
of ezamination as to the meaning of "accrued to” as
used 1in the gross income definition. The absence of
clarity en thig point violates the fundamental
principle of certainty described in the opering
paragragh of this chaptor. Furthermora, as *gross
income® is the starting point for the determination of
liability for taxation under the artificial method of
income determination employed by the Act, it is evident
that <this iy the cornerstone of tha tax, and the

importance of achieving certainty in this regard I

obvious.
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2. THE AIM AND METHOD OF THE RESEARCH

This study is aimed, primarily, at demonstrating that
the present state of the law regarding the. meaning of
accrual leads to raesults that are plagued with
problems. Although there are a numbar of different
aspects that may be examined in determining the meaning
of *“acerued to" in the gross income definition in
saction i of the Act, the focus of this study is on the
timing of raevanue raecognition for the purposes of the
Act, as well as the measurement of +the guantum of

inceme which has accrued prior to raceipt.

This study has been conducted by examining and

analysing @

L. The basic concepts relating to the timing of income
racagnition X

2. The methads of accruing income in selected foreign
tax jurisdictions

3. The current state of the law in South Ffrica

4« The anomaliss and shortfalls in the Iinterpretations
of "accrued to", ay established by the c¢ourts, and
the recomnendations formulated by ine  Margo
Commission

The research has bean concludaed by @

Be Providing an interpratation of the curren: state of

the law regarding the meaning of “ac¢rued %o®
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6. Evaluating the current state of the law with
refarence to the thaoretically desirable featuras
identified in this report

7. Formulating recommendations relating to th: timing
of incame recognjtion for taxation purposes in South

Africa




3. THE TIMING OF REVENUE RECOGNITION - BASILC CONCEPTE
The early econemists identified land, labour and a
capital as being the three factors of = production. IThe

rewards attributable to these factors are rent,  wages

and intaresgt, and in & parfectly functioning economy
these threa factors should account for all of the
incona from production. They concluded that any
residual income {over and above the rent, wages and
intersst) is du - to the imparfactions of tha systen. As
econdamic theory daevelopad entraprenaurship was

identified as baing a fourth factor of production, the

compensation for which is profit (Myers, 1959).

Profits ara earned over the oparating cycie of the

busiiess entecprise, snd it may be difficult to measure

income on a perlodie basis. Storey (1960) claims that
the detarminatien of periodic net income {s the most
important function of financial accounting. He is of

the opinien that the basic step in the wsolution of

income measuremsnt problams is: "the achievement of an
understanding of the nature of incoms and of the income

determination processr”.,

An examination of the nature of income snd of the

income determination process, ay astablished by

aconemists and accountants, demonstrates the evolution




in thinking that has resulted in a set of guidelines
which could be used for the measurement of income for

taxation purposes.
3.1. ECONOMIC PRINCIPLES

When an economist speaks of incema, the term is used in
approximately the same sense as when the word is used
in everyday language. However many attempts have been
made to give the term a pracize meaning. Economists
recognise that income is to a large degree intangible,

being a flow of satisfactions (Haig, 1321).

The definition of income as being a flow of bhenefits
during a peried of time was acknowledgad by other
economists, Figher (1911) and Ely{(1908) who claim :
"Wealth refers to the stock of goods on hand at a
particular time. Real income, on ths other hand, has
reference to the satisfactien we derive from the use of
material things or parsonsl services duing a period of

time."

In his study, Halg considered the writings of Fisher
and Ely, hut was not satisfied that the flows of
intangibles could be measured without the aid of some
common unit. Halg approved of the conclusion raeached by
Taussig (1916) : “.... for almost all purposas of

econonic study, it is best to content ourselves with a

el L aa fea Bl o Tt tevomed . G o



statement, and an attempt at measurement, in terms not
of wtility but of money income.....The reason for this
rejection of a principle which is in itself sound lies
in the conelusion .... regarding total utility and
comsumer's surplus : They cannot be measured.” Halg was
then able to conclude that : "Income ;s ths'mnnsy value
of the net accretion to ona's economic powar betwaen
two points of time™. Thig definition was added to by
Simons{1921}, whe sSuggested that the consumption and
the net change in wealth should be evaluated at market
prices, with the latter (wealth} being computad on an

accrual rathsr than on a realised basis.

it 1s evident that there are a number of problens
agsociated with the dafinition of income used by
acconomists that may be aencountered when incone
measurement is attemptad. The change in wealth involves
& valuatign of asgets at two points in time. The
determination of market values may not be pozsible if
the assets in gquestion are not readily tradeable
(White, 1958). It may also be found that the quoted
values of tradeabla asseis may not be appropriate.
Values of assets may fluctuate over time a; a rasult af
changes in price lavels. The effect of inflationm give
rise to fictitious gains in monetary valus rather than
real capital accumulation (Goods, 1964). Finally, this
broad view of income would include the increase in

wealth from all sources, including receipts such as

O o oa o A




donations and inheritances which are obviously
not“earned"  from the economic performance of the

individual.

3.2, ACCOUNTING PRINCIPLES

The people whose function it is o measurs incems,
accountante, have had to adapt the economic congepts in
ordar to achleve s definition of income that nay be
applicd in practice. In deing so, they havs inavitably
bastardised the pure economic concept cof incone.
Econcmists define income in terms of value, essentially
dependent upon expectations about the future.
Accountants look in the opposite direction and define
income¢ in terms of the past. They rely on completed
transsctions to provide a factual value that has
actually been implemented. In addition to the problems
with the aeconomic concept of income that have alir=ady
been highlighted, accountants seae a further problem in

that the economic concept lacks objectivity and

a B in the nt of periodic income. The
primary difference between the two concepts of income
is the criterion of realisation (Sommerfeld, Anderson

and Brock, 1978).

The accountants are concersned with the valuation of

assety at a specific point in time, snd the measurement

of income during a fixed period. They therefare take a

10




“snapshot” of +the business entity, which creatas
numarous problems and is becaming a source of coneern
to wmany aceount’ng academics. The main eriticism of
periodic reporting is that the financial periods do not
necesearily coincide with the transaction cycla of the
reporting antity. Do the transactio;s of 'the entity
mature instantaneously , or is there a praocess of
realisatien in which a gradual earning of the income
takes place? This problem has not been fully resolved
by the accounting theorists, however practical methods

of handling the problem have been developed.

The recognition of income for accounting purposes has
been described by Davidson, Hanouille, Stickney ard
Weil (1985) as involving "a timing question - wher .3
is recognised- and a measurement question - how much

recognised -". The timing and the quantum of income can
only be detaermined when all, or a substantial portion,
of the relavant tranzaction has been completad, and
when cash, a recelvable, or some other asset
susceptible +o rassonably precise measurement has been

received {(Davidson et al, p302).

Accountants have developad a set of guidelines to be
foulloved in the measurement of ths gquantum and timing
of income in their Aécaunting Standards. In South
Africa the statement of Generally Accepted Accounting

Practica, AC 111, entitled "Ravenue Recognition",




"snapshot" of the business entity, vhich creates !
numercus problaems and is becoming 3 scurce of concern :
to many accounting academics. The main criticism of

pariodic reporting is that the £inancial periods do not

necassarily coincide with the transaction cycle of the H
raporting entlity. Do the transactlogs of -tha entity

mature instantaneously , or is there a process of N
raaligation in which a gradual earning of +the income :

takes place? This problem has not been fully resolved

by tha accounting theorists, however practical methods

of handling the proklaem have been developed.

The recognition of income for accounting purposes has

been described by Davidson, Hanouille, Stickney and

Weil (1985) as involving “a timing question - when it
is recognised- and a measurement question - how much 1is &
racognised -". The timing and the gquantum of incoms can
only ba determined when sl1, or a substantial portion,
of +the ralevant transaction has been completed, and
when cash, a receivabla, or seme other asset
susceptible to reasonably preclise measurement has been

recelved {(Davidson et al, p302).

Accountanty have developed 2 set of guidelines to be

followed in the measuremant of the guantum and timing

of fincome in their Accounting Standards. In South

Africa tha statasment of Generally Accepted Accounting

Practice, AC 111, entitlad “Revenue Recognition®,
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issued by the Scuth African .nsitute of Chartered
Rccountants with effect from 1 January 1986 is the
ralavant set of guidelines. The follawinyg extracts from

this statement are pertinent Lo the matter at hand:

"Revenue recognition is mainly concerned. with when
revenue is recognised in tha income statement of an
enterprise. Although the act of delivery Ls an
essantial element in daterming when legal ownership
passes, this statemsnt permits earlier recognition of
revenus 1f the transaction is substantially complete”

{paragraph 8).

“The amount of revenue arising on & transaction is
usually determined by agreement betwean +the parties
involved in thae transaction. Where uncertainties exist
regarding the determination of the revenus, or costs
incurrad ralating to that revenus, these uncertainties
may influence the timing of revenus recognition"

(paragraph 8).

"#hars the uncertainty relates to collectibility and
arises subsequent to the time of sale or the rendsring
of the sarvice, it is more appropriate o make a
separsta provision te refiect the uncertainty than to
adjust tha amount of revenue originally recorded®

(paragraph 23).

*In a transaction involving the =sale of goods,

performance should be regarded as being achievad when

PN . 6 u Malt et Yow mad  Cugr. ¥




the seller has itransfarred to the buyer the significant
risks and rewards of ownarship. In a transaction
invelving the rendering of sarvicss, performance Should
be regarded as the execution of an act or the passage
of time and revenue should be racagnised either under
the completed contract method or under ths‘ percentage

of completion mathod, whichever relates the revenus to {

+ the work accomplished" (paragraph 30).

“Ravanue.....shauld be regsrded as being measurable ;
when no significant uncertainty exists regarding the

B consideration that will be derived from the sale of the i
[ gouds, the rendering of sarvices or from the use by

! others of anterprise resources,....” (paragraph 31}.

"For an exchange of nonmonetary assets the falr value

of the assets or services exchangsd is normally used tao

datarmine the amount of ravenue involved. For this

purpose fair value is defined as the amount for which

an assat could be exchanged between a knowledgeable,

. willing buyer and a knowledgeable, willing seller in an

i
)
:’
arms length transaction. Where the fair value of the H

i

assats on ona side of the transaction {s detarminable,

that fair value 18 used in determining the amount of

revanue involved in an exchange of dissimilar aseats.

Bxchanges of similar non-monetary assets or services

are not regarded as transactions which generate :

revenus" (paragraph 28).
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It is evident from these extracts from the Accounting
Statemant that accountants are committed to the concept
of realisation in ordar to provide an agbjective measure
(as far as is practically possilhile) to ba applied in
recegnising tha quantum and timing of revenue. The
econamic theory of income 1s opanly sacrsfkced in  the

namg of objectivity.
343, TAXATION PRINCIPLES

In chaptar 1 the artifiecial natuve of income i

determination for tax purposss was highlighted. P
Givens(1966) has suggested that the: "problem of
differences between taxable income and book income
could be generally ignored if acwvountants and the
business community would recognize that the income tax
is pot a tax on income. It is, vrather, a general
business tax, based en incoma only in so far as the
book incame ic the starting point used in determining

the taxable base". He iz of the opinion that the 3

recognition of this would "free accountants from the
impossible task of +trylng to find a  significant
relationship whare none exists”. : \'

Althaugh income for tax purposes ls not nacessarily

income for acqounting purposes, thera are areas of

commen ground, particularly, it is submitted, in South

Africa. Just as aceounting income was derived by

=
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shearing the hazy fringes from economic income, so too

was  taxable inecsww derived by clipping out  the

accounting concepts !ncapable uf codification.
The characteristics of income that are important from
the point of view of tax poliey have been identified as

being (Sommerfald et al, 1878):

1. Wherewithal to pay

2. Realisation and objectivity

3. Equity and uniformity amung taxzpayers
4. Ease and consistency of administration
5, Sorial and economic objectives

(These aspects are discussed in detail in chapter 4)

From the description of the thres concepts of income,
economic imrmme, accounting income and tax incoms, it
is evident that the definition of economic income is
the broadest. Accounting income could be sean as a sub~
sot of mcomomic income, as it excludes items of income
that ecznnot ba measured with accuracy. A significant
portion of the incoma that is recognised for accounting
purposes would constituta a substantial part of tax
incoma, the differences between the two being tha items
excluded or included in terms of the five aspects
detailed above. It is avident that there are areas that
are common to all threse concepts of income, and that
accounting income and tax income concepts have been

derived from the concept of economic incame.

15
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Givans' contention +that there 1s no significant
relationship batwqen accounting lncome and tax income,
othar than that accounting income is the starting point
in the determination of tax income, it is submitted, in

the South African context, it is not altogether

correct. The fact that accounting income 1is the

starting point indicates tha. there must be at laast

some common ground, otherwise some other starting point

would have baan chosen.

The use of accounting income ag the starting point for
the determination of tax inceme has arisen, not from

the RAect, but from common practice and tha method

adopted in the Return of Income (IT 14) that ie
raquired to be submittad to the South African Revenue

authoritias in respect of corporate taxpayers.

It is acknowledged that the artificial basis of income
determination for the purposes of the Act begins with
the daetermination aof “gross income", with exanpt
income belng deducted, to arive at "income", and then
deductions and allovances are subtracted to result in

"taxable incone".,

The method +that accountants traditionally use to

determine income may be found in the incoms statement.
A detajled income statement may be broken dewn into two

broad areas, income and axpenditura, with tha latter

16
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being deductad from the former to achigve the result of

“net income before tax“.

It 1is evident that the tax and the accounting mwethods
of datermining income are roughly similar - both kagin

with a measure of gross receipts and then deduct

certain items. It is the.measure of gross receipts that
is of mignificance to this study. The s;milarities, and
the important differences, betwean the measure of gross
raceipts for accounting purposes and for the purposes
of taration are examinad in datail in the following

chaptar,

4




4. RECOGNITION OF REVENUE FOR TAXATION PURPOSBES

The differences between the recognition of income for
accounting purposes and for taxation purposes have
arisen from many varied influences. lThe major
influences are the underlying body of economic and
legal philosophies of the leaislature, variations in
the interpretation of the law by the courts, and the
inecreasing use of tax poliey as an instrument of

aconomic planning and control {Sommerfeld et a2l, 1979).
4.1. WHEREWITHAL T0 PAY

The ‘"abllity to pay" principle has been accepted as
being fundamental to taxation philosephy for many
years. This concept denotes the ldea that the more a
taxpayer earns, the more taxation he should pay.
However in the context of this study an apparently
similar phrase, “wherawithal to pay”, has a diffsrent
meaning. Cohen (1966} describes the latter phrase: "As
a practical mattear, the timing of the tax should occur
when the taxpayer can most readily pay and the I.R.S.

can most readily collect".

It can be seen that the principle of wherewithal to pay
raquirge thet the taspayer must pot only have the

abllity to pay (is. have earned the income) , but must
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also have the monay to finance the tax payment. This
principla explains many of the circumstances where
incoms racognltion for tax purposes differs from the
accounting treatment. Where incame is received prior to
it being earned, it should ganerally be recognised for
tax purposes (although not for a:cnuntinq' purposes).
This methaod of taxation is presumably designed to
ensure that the tax will be collected, as the taxpayer

has the cash available at the time of rsceipt, but may

ne longer have the wharaewithal to pay at a later time .
when the income i{s finally earned. Alternatively, +the
taupayer may still hava the funds at the later date,
but may have departed from the tax jurisdiction by that

later date (Sommerfeld et al, 1978).

On the other hand, the wherawithal to pay principle
would enable a taxpayer to defar the recognition of
income for taxation purposes in the case of sxchange or .
barter-type transactions. In the event that income is :
earnad by the tonversion of property, Ffaor axample when
land 1is exchanged for shares, it is evident that the
taxpayer may have to dispose of a part of the asset
recetved in exchange in arder to finance the payment of :
taxation on the profit (although the possibility of ;
borrewing, using the asset as collataral, may negate

the necessity to sell the asset).
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The wherewithal to pay principle is only applied to a
certain degres in the Act. In the gross income

definition in smection 1 amounts “received by or accruad . |
to" a taxpayar ars brought into sccount. It is evident

that 1f a taxpayer receives income before it is earned,

he 1= liabls for tax thereon. However, on the other

side of the coin the principle is ignored in that the

gross income definition brings into account amounts

received "in cash or otherwise". Thus, even though a

taxpayer may hava received an asset other than cash, be

[ would =till be 1liable to pay tax (in cash) on the
income { section 24A allaviates this problem only in

certain circumstances).

4.2. REALISATION AND OBJECTIVITY

The concept of realisation which was raised in chapter

.

R
3.2., is closely related to the principle of N

i

i wherewithal to pay. The realisation criterion reguires
| that ingeme only be recognised when it is realised
? thraugh a conversion into new sssets or a ligquidation

) of existing liabilities (Sommerfeld et =1, 1978). i

It can be seen that an increase in the value of an
asset, even if it 15 readily measurable, should@ not be
subjectsd to income tax. Thus where s sharedealsr
benefits from an increase in the market valua of his

shares, he has no income tp be taxed until such time as 1

20
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be realises tha gain by converting the shares to cash
or some other asset. At the same time, declines in the
value of assets are generally recognlised, even though
they are unrealised, if the assets in question consist
of tha flaating capital of the business. This principle
tharefore crestes an inconsistancy in the treatment of

unrealised changes in value.

Apart frem the 1link with the wherewithal to pay

principle, the realisation eoncept is alse firmly

i founded wupon the principle of certainty described in

chapter 1. This comes about because of the objectivity

that arises from tha rcealisation concept which

"o provides accuracy and certainty in both the guantum and

applied for purposes of taxation is very similar to its

5
~ !
: timing of income recognition. The realiszatian concept '
i
. use by accountants, however one important exception
exists. In the case of exchange or barter transactions
income may not necessarily be recognised for accounting

purposes, but it is necessary to recognise the income

¢ £or tax purposes (in practical terms this difference

‘ may have an insignificant effect in South Africa as the
excaptions would normally result in “"capital® income
which would ba excluded from gross inccae). Even
though this is contrary to the wherewithal +to pay
principla, from a practical point of view it is
necessary to recognise incoma at the date of exchange

to prevant the tax avoidance that would otherwise arise
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by “rolling™ income from year to year by way of

exchange rather than =ale.

Therefora, in the event of an exchange of assets, the
ravanue authorities have, as a mattar of necessity, to
farego the objectivity consideration, as ;all as the
wherewithal +to pay principle, in order to close a
“laoophole® that could possibly be very expensive in

terms of delayed tax collections.

The effect of +the transaction c¢ycle is alss of
importance +to the raeceognition of ircome for tag
purposes. In considering the concaept of realisation ons
must consider when transactions sre actually complate.
Is thare a stage in the transaction whan it can be said
that the income ls actually earned? It 1is wunlikely
that the timing of the assessment period will coincide
with the earnings cyele. Irrespective of when the
transaction or earnings cycles mature, thers will
always be a need to have a cut-eoff date Lf taxable
income is to be determined ragularly. It is submitted
that the nesd ta fiz the determinatiop of tax
chargeable on a regular basis,normally on an annual
basis, 4{g oo important that the problams that arise
from the pariodic income determination process have to

ha acceptad.
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4.3, EQUITY AND UNIFORMITY

The coneept of equity in taxation is generally regarded N
as being fundamental to any tax system. This concept m

requires that equal incomes should baar equal taxes

(Sommerfled et al, 1978). It is evident' that this
principle has been sacrificed in many instances where
the Act specifically pravides for the unequal tax
treatment of income. Certain classes of taxpayer may
receive income free of tax, while the same type of
income 1is taxed in the hands of other ‘taxpayers.
Interest incoma may or may not be subjected ta tax,
depending upon +the identity of the payer of the
interest. These apparent viclations of the squity
concept are often justified or rationalised by reasons
that are perceived to be of greater importance than the
fundamental tax principles (for instance, the exemption

from tax of interest paid by the Post Office attracts

funds, as well as allowing the payment of interest at a

lower rata).

4.4. EASE AND CONSISTENCY OF ADMINISTRATION

Hand in hand with the ldea of equity and uniformity N
gaes the need for the tax treatment of an event to ba
"fixed with adequate curtainty in order to avoid
disputes as to the occurance of the avent or the amount

involved" (Cohan, 1966). The achisvement of this goal
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may require greater divargence betseen accounting

measurgs of income and the tax racognition.

The tax requirements for the recognition of income may
be less flexlble than the accounting rules because
strict rules are capable of being adminigtared more
easily. The differences that arise because of the need
for administrative convenience should result in more
uniform results being achieved among different
taxpayers, as fewer subjective judgements would be
required {Shapiro, 19639). Accountants are specifically
raguasted (in AC 104) to apply the spirit rather than
the latter of the accounting staadards. Taxpayers could
hardly be rcgqussted to apply some sort of fiscal spirit

(especially in the South African context).
4.5, SOCIAL AND ECONOMIC OBJEGTIVES

It would seem that the tax system isg baing usad to an
sver increasing extent to achieve gpecific social or
economic objectives. This aspect was touched upon
briefly in chapter ¢.3., in respect of lnterast income

that is exempt from tax.

Social or economic goals may be attained by measuraes
that permanently affect <the taxation payments by

ecertain classas of taxpayer There is considerable

criticism about the use of tax legislation in thig
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manner, while it must be acknowledged that this may be
a vary effective econemic tool. The use of the tax
lagislation to achieve social and sconomic goals may be
a further cause for diffarences existing between the
racognition of ipcome f£or tax purposes and the

aceounting lncome ressgaltion {Sommerfald et al, 1978).

This aspect may have some impact on the reccgnition of
income in certain foraign tax jurisdictions, but should
not have & significant effect on the South African
income tax., The artificial gtructure of tax
determination used in Scuth Africa engures that the
incoma is first recognised as "gross income", and tha
social and economic ohjactives are achieved by a later
axemption of the income, or by the granting of a

special deduction or allowance.
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manner, while it must be acknowledged that this may be
s very effective aconomic tool. The use of the tax
legislation to achievm social and economic goals may be
4 further cause for differences existing between the
recognition of incoma for tax purposes and tha

acceunting incoms racognition (Sommerfeld et al, 1978}.

This aspect may have some impact on the recognition of
income in certain foreign tax jurimdictions, but should
not have a significant affect on the South African
incoma  tax. The artificial structure of  tax
determination used in South Africa ensures that the
income is firat recognisad as “gross income®, and the
social and aecconamic objectives are achieved by a later
axamption of +the income, or by the granting of a

special daeducticn or allowance.
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B. REVENUE RECOGNITION IN CERTAIN FOREIGN JURISDICTIONS

The axamination of any problem may be assisted by
considering tha experience of others who have faced
similar problems. It is therafore ' conslderad
sppropriate to examine how revenue iz recognised for
tax purpeses in othar countries. For the purposes of
this study only three other tax jurisdictions will be
examined, namely Australia, the United Kingdom and the
United States of America. From a brief preliminary
examination it is evident that the experience of
countries other +than thosa mantionad may ba of some
value to the examination being undertaken. However,
they have bean axcluded from this study becauss certain

practical difficulties were encountered.

The study of the foreign tax jurisdictiony has been
limited to countries that use Englirh as their offiecial
language. The problem encountered with non~English tax
law iz tha%t there is a limited s=ource of matapial
available in English, and what is available iz af
Little benefit as it is generally very briaf. Also the
supply of gond source matarial ({court cages,
commentaries, articles and referenge books) avallable
in local libraries is malnly limited to the three
countries being aexaminad. In the avent +that further

reRearch is undertaken in this field, it is suggerted
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that the examination of foreign tax Jjurisdictions be

extandad to include other sophisticated tax regimes.
B.l. AUSTRALIA

Income taX is ievied upon the income dsrivaa during the
ysar by a taxpayer in terms of section 17 of the
Australian income taX legislation (Mannix and Mannix,
1982). Sactien 19 of this act deems certain income to
have been derived: "19. Income shall be deemed to have
been derived by a person although 1t iz not actually
paid over te¢ him but is reinvested, accumulated,
capitalised, carried to any reserve, sinking fund or
insurance fund however designated, or otharwise dsalt

with on hies behalf or as he directs”.

in the case of COT v Executor Trustee & Agency lm. of
S.A. (5 ATD 98, &t 133) it was said that “the word
“derived” is the eguivalent of rarisinz” i
"gceoruing” . Mannix and Mannix {1982) explain tkat
income arising from business transactions is darived
"as and when the contract which gives rise +ta the
income is completad, but not to the extent that paymant
has been made under the contract”. The effect af this
interpratation of derivation of incame by a business is
that businesyes are assessed on a credit basis, 1i.e.
there are brought to account moneys owing as at the end
of the year of income in vespect of transactions

completed in the year of income, and similarly where
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monay has been brought to account in a year of income
an adjustment is necessary in the next year of income
where moneys are received in that year. The actual

recaipt of meney is not a derivation of the income”. | !

In the case of BAustralian Machinery & Investment
Conmpany Ltd v DFCT (8 ATD 81, at 85) the caourt found ¢

“Since the appellant company was <arrying on the
business of trading in shares, its profits should be
ascertained, not by the cash-basis mode but by the
earnings-basis mode, which is the usual mode applicable
to the assessmant of profits of a trading business
which buys and sells....., Any income derived from the
Comet transaction which is liable to Faderal income tax
ts liable in the year in which tha appsllant company
pecame Jegallv entitled to the immgdiate receipt of the
meusys which created the profit, not necessarily the
year in which the contract was made or the year in
whizh the moneys were actually received®  (underlining

added).

In J.Rowe & Son Pty Ltd v FCT (2 ATR 297) the

transactions in guestisn ilnvelved the gale of retail
gonds on axtended credit terms, with interest being i
charged on the cutstanding balance on the account. The
court dacided that the profit from the male was derived
in the year in which the sale took place, while the o
interest was assessabla as and when receivad over the i

period of the time of the repayments. i
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Wallschutzky (1986) notes that the rules for the
derivation of income cannot be generally applied. Bach
type of incoms nmust be considered and the appropriate
treatmant, aceording to the circumstances of each casa,
should be applied. It appears as if 2 wealth of case
law has been accumulated to cater for the d;rivstlan of

the many different types of income.

Section 21 of the Australian taxing statute deals with
transactions where the consideration g van is not cash.
The wmarket valua of +the asset at the time 1t is
racaived is used in the determination of the

assessable income (Mannix and Mannix, 1982).
5.2. UNITED KINGDOM

In the computation of profits, for the pucrposes of
determining {ncome tax arising from the carrying on of
trading oparations , the general rule followed ix that
tha amounts "earnad" must be taken into account, and
not only amounts received (Pinson, 1980) . The question
of the timing of revenue receognition was addressed in
tha case of J.P, Hall & Co Itd v IRC (12 TC 382) in
raspact of a transaction involving ine sale of goods.
In this case the court found that the profits arose,
rot at the date of the contract, but at the date of

delivary of the goods.
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It is important to note that the date on which the
revenue should be recognised for tax purposes may
Giffer from one transaction to anothec, and that the
decision in the J.P. Hall case is not necessarily of
ganeral application. Tiley (1985) states that the date
on which income is earned depends upon the terms of the
particular contract. It is only when all the conditions
precedent to earni.g the income have been fulfilled
that the income shou.d be recognised for tax purpeses.
This principle was confirmed in the cases of Johnson v
W.S. Try Ltd (27 TC 167) and Willingale v International
Commercial Bank Ltd (197¢ STC 75). In both of these
cases the recognition of income was delayed until the
year in which the proceed- from the transaction were

actually realised.

The ruie generally applicable to the sale of goods on
credit is described in Simon's Taxes as follows:

“Normally an ltem becomes a frade receipt on the day
when 1t becomes a debi'receivable even though the date
of receipt is postponed. RAeccordingly, when a sale is
made, +the sale price has to be brought into account at
that date, and it will from part of the total of the
sales 1in the profit and loss account £for the then
current period; and that will be so even if the sum is
not paild to the trader until after the end of the
current accounting peried..... Tha dabts remalning due

to tha trader at the end of the accounting peried in

ag
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gquestion are brought in at their full face values
except o the extent +that they ars then bad or

doubtful .”

It is interesting to note that there {s a mechanism in

the U.K. tax system to pravide, to a certain extent,

for the matching of income and expenditure for tax

purposes. The natching concept, which is one the : ]
fundamentals of accounting, is generally disregarded by

the artiffeial method of recognising income for tax

| purposes. Tiley (1985} explains that this matching

mechanism (referred to as the doctrine of relating

-~ back) "matches receipts with the momant the services

7\ have besn rendered or the goods supplied, and not with

the moment that a legally enforceable right to payment

arises”. The congequences of the relating back H
principle is that, generally speaking, income earned

subseguent to the incurring of the associated

expenditurs may be moved back in time , for ‘the

: purposes of revanue recognition for tax purposes, so
: as to coincide with the time of incurral of the
expanditure. This matching principle dees not apply to |
receipts or accruals that occur prior to the outlay of

the expenditure.

In circumstances where the taxpayar receives income in ;
the form of an asset, rather than money, the amount

recognised as income for tax purposes is basad on the b f
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actual value of the asset received. The case of Gold
Coast Selection Trust Lid v Humphrey (30 TC 209)
established the general principle to be followed:

“In cases such as this, when a trader in the course of
hig trade receives a new and valuable assat, not being
money, as the rasult of sale or exchange, " that asset,
for tha purpose of computing the annual profits or
gains srising or accruing to him from hig trade, should
be valued as at the end of the accounting peried in
which it was received, aven though it is neithar «
realised nor realisable till later. Tha fact that {1t

cannot bs realised at once may raduce its present

value, but that is no reason for treating it, for the
7\ purposes of income tax, as though it had no value

until it could bs realised..... If the asset is

difficult +to value but is none the less of a money
value, the best valuation possible must be made.

Valuation is an art, not an exact scienca. Mathematical

i
! certainty is not demanded, nor, indeed. is it passible.
i
1

It 1s for the Commissioners to expresg in the money

i value attributed by them to the asset their estimate,

and this is a conclusian of fact to be drawn from the

i
t
i
t
|

evidence before them”. w

5.3. UNITED STATES OF AMERICA

The Internal Revenue Code , in section 6l(a) , defines
|
gross income as being 1 "all income from whatever
32
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source darived". The recognition of incame is permitted
on a number of bases, including the accrual or the cash
methads, in terms of saction 446 of the Code. It has
been recognised that no single methed of accsunting can
be prascribed far all taxpayers. Each taxpayer is
entitled to adopt the method of recognising income that
{s bast suited to his nesds. Howsve:, the method
sdopted must raflect income clearly and consisently
{Treasury Regulations, & 1.446~1}. The accrual bhasis
must be used by certain types of taxpayers, especially
taxpaysrs with inventories of stock  in  trade

{Sommerfeld et al, 1978).

The Treasury Department has provided the following
interpretation of the gross income definition:

“Gross income includes income realised in any form,
whether in monay, property pr services. Incoms may be
realised, therefore, 1in the form of services, maals,
accomodations, stock, or other property, as well as in
cash® {Treasury Regulations, sl.16-1(a}). It is evident
that this interpretation relies on the realisation
concaept. Essentially,there must be the receiph: of cash,
some ather asset, or a right. This view has raeceived
tha support of the courts. For instance, in Elsner v
Macomber (2562 U.S. 189), the Supreme Court said:

"Here we have the essential matter: not a gain accruing
ta capital, not a growth or increment of value in the

investment: but a gain, a profit, something af

33




exchangeable valua proceeding from the property,
savered from the capital however invested or employed,
and coming in, being "derived”, that is, received or
drawn by the reciplent (the taxpasyer) far his separate
usa, benafit and disposal; - that is income derived

£rom property. Nothing alse answers the description”.

In detarmining gross inceme, it is not necessary that
the exact amount of income be known for it +to be
accounted for. As long as it ig possible to make a
reasonable estimate of the amount accrued, the estimate
should be used. Any difference between the estimats and
the exaet amount received in the later year 1s to be
taken into account in that later year (Standard Federal

Tax Reporter, p 35, 122).

It should be noted that apart from the requirement that
the amount of the income must be determinable with
reasonable accuracy, there is a further requirement.
All the events that ensure the right to receive the
income must have occurred in order for the income to be

recagnised for tax purpozes.

The gross income of a taxpayer who uses the accrual
basis should include sales during the year, which are
stil unpald &t the end of tha year of axsessment, at
their face value (Charles C. Lawis Co v U.S., 36-1 USTC

9219). In the cames of Spring City Foundry Co v Com (4
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USTC 1276) and Helvering v Enright (41-1 DSIC 9356) it
was found that the time when accrual takes place is
whan the right to receive payment arises, and not at

the time of the actual receipt.

5.4. COMMON ASPECTS

Although each of the three foreign tax jurisdictions
discussed is unique, there are certain aspects relating
to the recognitien of income that are cemmon to all.
The first important similarity is that income i=
admitted for tax purposes when the taxpayer becones
entitled to raeceipt of tha amount, lrrespective of
whether the payment is due in that tsx year. Sacondly.
income that has been tsken to account, but has not been
received by the year end, 18 recognised at the face
value of the debt. And thirdly, when income is received
or accruad in a form other than cash (excluding debts),
the value of the asset, at the date of receipt or

accrual, is taken into account.
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6. GROSH INCOME DEFINITION

6.1, HISTORY

The history of the law regarding income tax, and
specifically the maethod of recognising income, is of
ralavanss to this study as a number of the important
court decisions were made in terms of legislation that

has changed over the yeargs.

Prior te the Union of South Africa being astablished
there was no taxation of income in the Transvaal and
Orangs Free State. Howaver, in Natal and the Caps of
Good Hope there was an income tax impased  on
individuals and companies. The Mining Taxation Act (Act
No. & of 1910} consollidated the law regarding mining
taxatior for the Unisn, and the first general income

tax was imposed by the Income Tax Act, No. 28 of 19id.

The income tax and mining tax laws ware consolidated in
1917 (by Act No. 41 of 18:47). Tha naxt consolidated Act
was Act No. 40 of 1925, followed by the Income Tax Act,
No. 31 of 1941. The 1941 Act remained, with ragular
amendments, until the present Income Tax Act (No. 58 of
1962} was Dbrought into foree (Isaacs, Fielding and

Lazar, 1963).
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The Cape of Good Hopa Act No 34 of 1804 levied a tax
basad on: “any gains or profits derived or received by
any company or person in any year or by any means from
any source within this Colony, and includes profits,

gains, rants, interest, salaries - e The

Additional Tax Act (No. 36 or 1904) refined this method
af taxing by moving from the "galns or profits derived

base to *"a tax basad on ..... lncomes arising or

accruing.. In Natal the income tax (in terms of
Act No. 33 of 1908) was based on "gains or profits

derived or raceived” (Edmunson, 1986).

The Income Tax Act of 1914 provided for ".....a tax to
be charged, levied and collected throughout the Union
on Taxable Income which has besn received by or accrued
te or in favour of any perseon.....” (Edmunson, 1986).
In this Act, incoma was defined as “gains or profits",
The “gains or profits" basis of detarmining income was
digcarded when the Act was redrafted. The artificial
method of determining income was introduced, with
income being defined as "what remains of the gross
ineoms after certaln deductions®, in the 1917» Act.
Grossy income was defined in this Act as being "the
total amount received by or accrued to or in favour of
any parson other than receipts or accruals of a capital
natura..... and incluadas rents, intersst, salaries

«+ whether in money or otherwise"(de Koker, 1983).
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Tha Cspe of Good Hope Act No 34 of 1904 levied a tax
based on: "any gains or profits derived or received by
any company or person in any year or by any meanzs from
any source within this Colony, and includes profits,
gains, rents, interest, salaries aaeane”e The
Additional Tax Act (No. 36 or 1904) retined‘thxs methad
of taxing by moving from the "gains or profits derived®
bases te "a tax based on ..... incomes arising or e
aceruing.....”. In Natal the income tax (in terms of

Act No. 33 of 1908) was based on "gains ar profits

derived or received® (Edmunson, 1966).

The Income Tax Act of 18i4 provided for ".....a tax to

be charged, levied and collected throughout the Unien
on Taxable Income which has besn racaived by or accrued

to er in faveur of any person.....” (Edmunson, 1986).

In this Act, income was defined as "gains or profits”.
? The *“gains or profits" basis of determining income was n
‘ digeardad whan the Act was redrafted. The artificial
i method of determining income was introduced, with
income being defined as “what remaing of the gross

income after certain deductions”, in the 1817 Act. .

|
|
l
[ Gross income was dafined in this Act as being "the
; total amount raceived by or accrued to or in fsvour of
i any person othar than recaipts or accruals of a capital
| nature.«.»s and incliudes rents, interest, salaries

++e» whother in money or otherwise®(ds Koker, 1983).
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The 1925 Income Tan Act defined gross income as baing
the total amount whether in cash or otherwise receivad
Py or accrued to any person, other than recelpts or
ageruals of a capital nature. It would appear that the
addition of the phrase "in cash or otherwise"™ may have
assisted in clarifying the definition to s;::ma extant,
but there still remained conriderabla problams, as far
as the courts were concerned. In 1932, in the case of
Oehberg v CIR (6 SATC { at 6) Watermeyer J. stated that
this "apparently sinple definitian bristles with

difficulties”.

There have been no material amendments to the grass

incoma definition since the 1925 Act.
6.2. THE LATEGAN PRINCIPLE

The important role that the courts play in the South
African tax system requires that a close examination of
the relevant court decisions be made. The most
important decision handed down by the courts +to date
cagarding the accrual of income is that of W.H. Latagan
v CIR (2 SATC 18) . This case was one of tha first to
deal with the subject, and is genarally regarded as
having created legal precedent that is still iutact.
The principle established in this case hag come to be

known as the "Lategan Principle®.
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The case dealt with the year of asgsessment ended on 30
June 1920, and was therefore subject to the provisions
of tha 1917 Act. The relevant portion of the gross
invone definition (“...scerued to or in favour of...™)

remains unaltered in the current legislation.

The taxpayer in this case, Lategan, was a winae farmer

who had, during the year of assessment in question,
sold wine to a co-operative (KWV) of which he was a
member. A portion of the selling price was payable,
subject +to certain deductions, during the tax yaar,

while the balance was payable in instalmaente subsaguent

to the end of the tax year. The aforementiaoned

deductions comprisad two elements, namely "retantion® }
and "contribution" monies. These deductions were made
in terms of the KWV's constitution for the purpose of
previding warking capital for the co-operative, as well
as to finance the annual sxpenditure. Lategan was
entitled to receive sharms in KWV in return for a

portion of the deductions.

In assessing the tarpayer, +the Commissionar 1included
the full selling price in the gross income, and allowéd
to be deducted only the portion of the ahovementioned
deductions that were in respect of the econtribution

tawards the KWV's annual cogts.
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On appesl sgainst the decision of the Special Court,
the Cape Provincial Division of the Supreme Court was
faced with two guestions to snaswer. Firstly, whether
the instalments payable after the end of the tax year

constituted gross income, and secondly, whether tha

retention monies deducted by KWV were greoss income or

altaernatively whether these monies qualified for

deduction. It is the first guestion that is of prime

importance to this research.

In analysing the gross income definition Watermeyer J
determined that the word "amount" in the definition had
te be given a wide meaning so as to ineclude not only
money, but also the value of property recsived by or
accrued to a taxpayer, as long as it has a money value.
Thisz view would then result in the value of any form of
property, including debts and rights of action, being

incleded in gross income.

The appellant arguad that tha debt payable after the
end of the tax year war not an amount that had “accruad

to"  him daring the yesar. But the laarned Judge was of

the opinion that the words in the Act "has accrued te

ar in favour of any person” meant "to which hae has
become antitled". Following this logie, 1t was found
that Lategan had accrued a2 right to recelve payment
after the year end. This right was his Income, and had

te be valuad for the purposes of inclusion in gross H
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income. Therefore, the amount to be taken to account
was not the face value of the febt outstanding at the
year and, but was the value »f _he debt at the vyear
end (i.0. the face value less some deduction to bring

the debt to its present worth at that date).

It is evident that three important aspects regarding
the gross income definition were established in this
case: gross income consists of "value“, irrespectiva of
the farm of the income earned; the time that income is
recognisad ig when the taxpayer becomes entitled to the
income; and that in determining the value of debts
outstanding at the year end, rome amount has ta be

deducted from their face value.
6.3, THE "DUE AND PAYABLE® INTERPRETATION

The jJudicial doubts cast on the Lategan Principle nmay
be found primarily in the caazses of CIR v Delfas (6 SATC
92) and Hersov's Estate v CIR (21 SATC 106). The
judgements in these cases, both heard in the Appellate
Division of the Supreme Coust, swpressed some support
for the view that income accrues when 1t becomes due

and payable.
The Delfos case invelved the accrual of saiary and
directors’ feses to the respondent (Delfos). For a

period of six years Delfos earned a fixed renumeration,
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but only a portion of the renumeration was paid to him
by his employer. The employer was experiencing
financial difficulties and it was not clear whether

Daelfos would ever receive the unpaid balance. However,

during the saventh yeayr the respondent was pald the

tetal accumulated arrear remuneration.

The court was faced with two guestioas of law to be
answered. The f£irst was: "Did awounts which were
credited to (Delfos) in the beoks of the company in the

previous years, but which were nat paid to him in those -

years, acerue to or in favour of (him) in those

years?"; and tha second guestion is not entirely

i relavant to +the matter under examination, and has

N tharefore been ignored in this paper.

i Both the Spacial Court and the Transvaal Provincial

Division answered the first quastion in the
affirmative. The Appellate Division supported this

finding unanimously, howaver, the reasons for agreement

diffared. The presiding Judges were Wessels CJ ,

Curlewis, Stratford, Beyers and de Villiers JJA.

In his judgement, the learned Chief Justice said (at 6

R

SATC 99/100): "I agree with what is said....in
Lategan's case....that .na words *has accruad ta or in
favour of any person” merely mean the amount te which

he has hecome entitled”.
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The Judgement of Curlewis JA reads : " 1 agree that
this appeal must be allowed, and in the main on the
ground set out in the judgement of +he Chief Justice.
As regards the first question of law submitted for
decizion by the Special Court, as we are unanimous that
this must be answered in the affirmative, there is no
occasion for me to add anything to what my brethren

have said on the subjact.®

De Villiers J.A. stated that in his opinion the word
"accruing" as used in the gross income definition means
"becoming due and payable”. Income tharefore accrues
te a taxpayer at the momant when it becomes due and
payable, irrespective of whether the debtor is in a

financial position to pay it.

The interpretation of the word "accrued" by de Villiers
JA was accepted by Stratford J.A. as being correct.
Beyers JA said (at 6 SATC 113) "Pat die eerste vraag
bevastigend beantwoord moet word val nie te betwyfel
nie”, but did not expressly comment on either of the

alt 'rnative interpretations of the word “accrued®.

It is evident that de Villiers and Stratford JJA
favoured +the "due and payable" interpretation, while
#essels CJ agreed with the Lategan principle. It
would appear that Curlewis JA may have agreed with

the Chief Justice, but this 1s not altogether clear. It
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seems, also, that Beyers JA did not commit himself one
way or another. There was therefore no majority

decision on tha matter.

The case of Hersov's Estata v CIR dealt with an amount
paid to the estate, in terms of an agresment between

the deceased and a company of which he was formerly a ‘

i
director. Apart from annual remuneration for services i
ae a director, the agreement provided for a payment by 4

the company to Hersov's Estate on the event aof bhis

(Hersov's) death. Shortly after the death of Hersav the
company paid the amount in question to his estate. The
Commissionsr assessed the amount as income during the
N period of assessment ending at the date of  the =

taxpayers death.

The executor of Hersov's astate claimed that:
1) the amount was of a capital nature;
2} that Hersov did not receive the amount, nor did st

accrue to him;

3) and, alternatively, thav if ¢the amount was of
revenue nature and did accrue to Hersov, it accrued

on the date of the conclusien of the contract.

The decision in favour of the taxpayer was unanimous.,
Certain portions of the Judgement delivered by
Centlivres C.J. are important: 2

"In my view there was no acerual of any right to Hersov
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to receive the amount: the accrual was in favour of his
estate and that acerual only took place when the amount
became due and payable.....l am aware of the fact that
this suggested datae of sccrual conflicts with the

dacision in Lategan v CIR.....".

In discussing the Delfos casa, the Chief Justice said:
"Bearing in mind the aifferences of opinion and in view
of the fact that there does not seem to be a majority
view in favour of the decision in Lategan's case I deo
not think that it can be said that Lategan's case was
accepted by this Court in Delfus's case as correctly
laying down the law.

"If on the proper interpretation of the worad “acerued”
in the definition of “gross incoma” in section 7 of Act
31 of 1941 that word means "became due and payable®
then 4t 1is clear that there wag no accrual of the
amount paid under c¢lause 2 (c) of the 193§ agreement
until some time after Hersov's death.lt  ig..  however,

ek Y.io.arrive at the definite conclusion that

this . is_so. because in my apinien it ig clear that
there was no accrual in favour of Hersov during his
lifetima. I may also point out that in Lategan's case
the acecrual that was there held to have takaen place was
not subject to any condition. In the present case the
accrual warx subject to the condition that Hersov's
dsath took place before the winding up of the company®

(underlining added).
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It is evident from an examination of the Jjudgments of !
both the Dalfos and Hersov's Estate cases that the
vantitled +a® interpretation of the word "accruad” was

i
)
challenged. However, nelther of these cases went so far
ag to create new legal precedent on tha matter, and

|

thus the Lategan principle ramains intsct. ‘Kriagler J, "
in an unreported Judgment of the Transvaal Income Tax
Special Court stated that the Lategan Principlae: " has
\ bgen doubted Judicially and critieized in learned
= publications but essentially it stands bloodied but

unbowed™ (Verster, 1987).

J 6.4. THE MEASURBMENT OF GROSS INCOME
}
{

Rs statad in chapter 3.2., there are two major problems

asspociated with the recognition of income, a timing
problem, (when the income is recognised) and a
measuremant problem (how much income should be taken
into secount). The Delfos and Hersov's Estate cazmes "

dealt primarily with the farmer problem, while the

. H Latsgan caze addressad both problems. The court in the
3 . Lategan cdze required the fnclusion of the dsht still
unpaid at the year end in gross income at its face
value !255 some deduction to bring the debt to ite
present worth at that date. Thus, cognisance was taken
i of the ocbviocus commercial reality of the time value of

monay .
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It is gvident that the "due and payable" interpretation
doas not necessitate that account be taken of the time
value of money, as the racaegnition of the income takes
place at tha time the amount ie payable. Thera is hence
ne time difference to affect the value of the accrual,
and the unpaid debts included in in&ome ki.s. those
that have already bacome due and payable) should be

includad at their face valuve.

However, the gross income definition includes not only
receipts or accruals denominated in cash, but alsa
other types af praperty. In CIR v Butcher Bros {Piy)
Ltd (13 SATC 21) the court s neluded that the words
“cash or otherwise" in the gress income definition
include anything which has an ascertainable wvalue in
money or money's worth. The property to be included in
gross income may take any form, corporeal or

incorporeal, as long as it has a money value.

It s interesting to consider the words used in the
gross 1ncsme definition. BAccount has to be taken of
amounts ‘“received b or accrued te" a taxpayer whether
"in cash or aotherwisi“. Has the disjunctive in these
two phrases been used in a similar manner in order link
the two concepts in any way? In other words, should
“received” and “cash” be linked, and similarly, should
"secruad” be linked te Bn assel other than cash? There
would seem to ba some validity in the 4dea that an

acerual is the receipt of something other than cash.




]

The valuation problem arising from assets other than in

cash was addressed in Lace Propletary Mines Ltd v CIR
(9 SATC 349), where it was found that the appropriate
value is the amount that could be cbtained for the
agset on the opan market if it were to ba sold under

some reasonable method of sale.

3 Silke et al {19282) submit that tha date on which the
valuation of an accrual, other than in the form of cash
should take place is the date of the accrual. Some
suppart for +this submission may be found in Lace

Proprietary Minas Ltd v CIR (9 SATC 34%) and Mooi v SIR

(34 SATC 1). However, the Lategan case required that

the valua of unpaid debts be datermined at the year

'l.\
. i end.
! Although there are significant differences between the
rules attaching to the gross incame definition and the '
' general deduction formula, it is interesting te note %“
i that fn considering the question of the deductibility :
= 3 of expenditure denaminated in a forelgn currency the ;
court, in Caltex 011 (SA) Ltd v SIR (37 SATC 1), found
H as fellows: :
L . “It 1s only at the end of the yaar of aswessment that

it is possible, and then it is imperative, to determine
the amount received or accrued on the one hand and the
expendiiure actually incurred on the other during the

year of assessment.....”.
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It would appear that Watermeyer J may have changed his
opinion regarding the date of valuation of debts unpaid ;
at tha year end since he gave his deaision in the

Lategan case. In Ochberg v CIR (6 SATC 1) it would seem

take place at the date of tha conclusion of the

that Watermeyer J implied that the valuation should L
transaction when he ssid (at 6 SATC 7): F
|

"8o sgoon as an unconditional sale has been concluded

there vests 4in the =seller the right to claim the

purchase price in defined instalments at defined future

dates: in other words the right to claim thesa

instalments accruss to him. If the sale is for cash,

the full purchase price acerues to him, if the sale is

on cradit, payable in future instalments then an

allowance must be made therefor because what accrues to
him s really only the present value of the wright %o

clalm payment in the future™.

A practical solution to the problem of the valuatian of
uncollacted debts has been suggested by Vorster (1987): }
"ese..taxpayers are entitled.....to include in their

grose income oniy the market value of hook debts as at

the last day of the year of assessment. In establishing

that market value, taxpaysrs would he well advised to

i
i
i

abtain competitive quotations for thair book debts from

banks and other concarns purchasing and eollecting hook

debts and, perhaps, te accept an average valua based on

: those guotatisns”. i
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It is contended that although Mr Vorster's submission
is conveniunt in practice, it is possibly not correct
in law, as the valuation would appear to take place at
the incorrect dats. It would seem as if the ‘aluation
of the accrual should be made at tha time of the
accrual, rather than the end of the year of assassmant.

This aspect is examined further in chapter 7.3.

Anathu timing problem that has te be addressea arises
from the requiremant of the grozs income definition
that cognisance should ba taken of income “received by
or accrusd to" a taxpayer. Where the revaipt of the
income does not take Place at the same time as the
acecrual, even if botnh events take place in the same
year of assessment, the time difference between the two
datesz may, in certain circumstances, give rise te a
valuation problem (dus to the concept of the time value

of monay).

Wessels C.J, came to the conclusion (in CIR v Delfos, 6§
SATC 92, at 102) that the use of the disjunctive, “or",
anabled the taxation of income to take place aither at
the time of the raceipt, or the time of the accrual. It
would seem, from the Judgment in SIR v Silvergien
Investments (Pt}) Ltd (30 BATC 199), that the {ncome
bacomes taxable at the time of the event (elthes
recaipt or accrual) that occurs first. It has baen

submittad by O'Donovan (1968) that the Commissionar for
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In'and Revenue has no discretion as to whether the tax
is leviable at the time of receipt or aceruail, but is
bound to racognise the income at the time of occcurrance

of tha sarlier avant.




7. ANOMALIES AND SHORTFALLS

The matters ralsed 1in this chapter are intended to
nighlight problem asreas, or potential praklem areas, In
the existing legislation and case law, and the
Commigsioner's pravalling practice, ragarding the
accrual of income. In some cases it has been prisible
to suggest a solution te a particular problem. In other
cases, where there is no apparant answar, the problem
has been laeft unresolved. It may be taat there are na
solutions to soma of tha problems, but it is considered
important that ti.e problem areas are recognized, sa
that they may be asvoided in the event of any changes

being made to the existing position.

7.1. OTHER SECTIONS OF THE ACT

Section 7 (ij% “Income shall he deemed to have accrued
te a parson notwithstanding that such incoma has bean
invested, accumulated or otherwise capitalized by him
or that such income has not besen actually paid over to
him but pemains due and pavabig to him or has hbeen
credited 1in account or reinves*ed or accumulated or
capltalized or otherwise dealt with in his name or on
nis bshalf, snd a complete statemsnt of all such income
shall ba included by eny person in the returns rendered

by him under this Act“ (underlining added).
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It is evident that if the Lategan Principle provided

i
i
f
i

the correct interpretation of “"accrued”, than section
7(1) is suparfluous. It may be argued that the
oxistence of this section lends welght to the "due and

payasble" interpretation.

Meysrowitz and Spiro (1987) submit that section 7(1)

doss not enlarge tha meaning of "acerue”, as it daes
not deem an accrual to take place in the given
circumstancas, but daems the accrual notwithstanding

these circumstances.

The use of the words "romains due and payablae® in the
section cannot be considered to end any support to the
"dué and payable® interpratation. The section
continues, immediately after these words, +to describe
circumstances whare +4he income would not be due and

payable, although the taxpayer would still be entitled

to the reinvested, accumulated or capitalized income.

It appoars as if the reason for the existence of
section 7 (1) is to ¢larify or confirm the treatment aof
the income, rather than to expand upon the gross lncome
definition. The Incoma Tax Spacial Court has found, in
ITC 583 (13 SATC 319), +that the eguivalent section in
the 1941 Act was of ne assistance in determining the
meaning of the term "accrued” because of the obscurity

of the section.
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Section 24(1) : “If any taxpayer hae entered into any
agreement with any other person in respect of any
proparty the effeect of which is that, 1n the case of
movable property, the ownership shall pase or, in the
case of immovable property, transfer shall be passed
from the taxpsyer to that other person, up;n or after
th; receipt by the taxpayer of the whole or a certain
portion of the amcunt payable to the taxpayer under the
agreemant, the whole of that amount shall for the
purpeses of this Act be deemed to have accrued to the
taxpayer on the day on which the agreement was eniered

into".

Again, it may ke argued that this section is
superfluous if the Lategan Prineiple 1is carrect.
However, there 15 an important difference between the
accrual of income under section 24(1) and the
equivalent accrual in tarms af the Lategan PErisciple.
Although the timing of the accrual would be the same
under both methods, the quantum of the accrual would
differ. The Lategan Principle requires that the present
value of the payments be taken {into account, while
section 24 (1} reguires "the whci. ~f that amount™ be
included in income. The reason iy this differenca is
c¢lear. Section 24 provides for a special allowance to
ba granted to take account of the uncullected amounts
at the end Jf each year of assessment. The existence of
this allowance negates (partly) the need for a present

value determination of the accrual.
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The manner in which section 24(1) oparates is also

necessary for another reason. The suspensive condition
inveolved in the transactioas dealt with by section 24
may prevent the acerusl from being recognised under the .

normal rules of acerual {(due to the principle in Mooi v H

SIR, 34 SATC 1). However, the workings of section 22,
dealing with trading stock, would be such that the
stock =o0ld would not be accounted for after the sale. v
Thus section 24 plays an important role in matching the
{ncome with the expenditure in tha case of suspensive

sale transactions.

It would seem that the existence of section 24(1) does
not suppart either the “due and payable” interpretation

or the Lategan Principla.

Sactions 11 (i) and (j) provide for deductions for bad
and doubtful debts "due to +the taxpayer". It is H
submitted that the use of the words "due ta" can offer

no assistance in determining the meaning of “accruend®.

It would seem as if debts cannet be considered to be
bad until such time as they are due and payabla, thus

giving good rsason for the cholce of wording used in

the sections in guestion. Also, the calculation of a B
deduction under the artificial system of income

determination {5 so far divoreed from the recognition
of incoma that thare may be no relevance in attempting

te avhieve a comparison between the twe aspects.
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7+2. DIEPARTHENTAL PRACTICE

The Commissionar for Inland Revenue has adopted the
Lategan Principle as being the correct intarpratation
of the term ‘“accrued" as umed in the gross income
definition, as far as the timing of income recognition
is concerned. The departmental practice revolvéﬂ arounad
the perceptien that the Lategan Principle consists of
two parts, the one being the timing aspect, and the
cther the valuation aspect. The practice is based upon
the "entitled te" interpretation of "accrued”, hut the
income 1is brought to account at the face valus of the

accrual, .rrespactive of when the amount is payable.

The Income Tax Special Court bas found thalt this
departmental practice is incorrect in law, and that the
Commissioner must taka account of the "present worth*
of the future instalments (Vorster, 1987). Although
there may be two parts te the Lategan principle, they
are inextricably linked and cannot ba applied

saparately.

7.3. THE VALUATION OF ACCRUALS

There ars anormous, unresolved problems attachad to any
form of wvaluation. A valuation i® an individwal'sm
percaption of worth at a particular time. The valua af

an item pay differ from one moment in time to the next,
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and the perception of the value may change from valuer
to wvaluer . It is important to recognise that a
valuation is essentially only an opinion. No solution
to the valuaticn problems that have plagued accountants
and economists for, centurles is proposed, but an
analysis of the problem may assist in pru;idlng soma

clarificatien of the situation.

It is essential, first of all, to determine the nature
of tha asset to be valued. The gross income definition
refars to "the total amount, in cash or otherwime". It
is aevident that thare are two classes of assets that
have to be included in gross income, viz. cash, and

amounts other than in cash.

Cash im defined in the Concise Oxford Dictionary as

"Ready money, actual coins, notes, aetc."

It would, however, seem 88 {f the term "cash" has taken
on a wider meaning than that attributable to the common
usage of the word. Accountants sometimes include bank
depasits in thelr definition of cash. Economists may
streteh thae definition so as to include certain money
market instruments {somatimes also referred to as near-

monay) «

Sanuelson (1964) describes cash as fallaws:

“Cash consists of coins, currency, and money on depasit

e




in the bank. Cash is the only asset whose value ix
exact rather than an estimata. All other valuations

involve some guesswork, albeit careful guesswork.”

Joubert (1976) equates the term “cash" with the term
"legal tender". "Legal tendar* is defined in the BS.A.
Mint and Coinage Act (Act 78 of 1964} as being coins

and banknotas in South African currency {certain limits

are placed on the value of bronze and silver coins, but

net on gold zoins).

It would seem appropriate to accept the narrow

definition of the term "cash", and to limit ivs wmeaning

+0 be aguivalent to “legal tander”. It would seem that
Bven Lf a wider meaning is attributed to the word, the

argumant that follows will still he valid.

Murray J found, in the case of Bold v Cooper and

another, %that: “The mere delivery of a cheque, in a .

cash transaction, is indisputably not payment of

CaBhesana"e

It would appear, also, as Lf there is a distinct
differencs in cur law between cash and credit sales.
(=ea Sadie v Standard Bank and Laing v South Afriecan

Milling Co. Ltd.).
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The difference between cash and an asset other than ir
cash was well recogniscd 4in the Lategan case.
Watermeyer J explainaed:

"So far as a debt was concerned which was payable in
the future and not in the year of assassment, it might
be difficult to hoid that the cash amount ;f the debt
had accrued to the tazpayer in the year of asmessment.
He had not bacowe entitlad to a right to claim payment
of +the daebt in the year of assessment but he had
acquired a right to claim payment of the deht in the
future. This right had vested {n him, had accorued to
him in the year of assessment and it was a valuable
right which he could turn into monay if he wished to do

so."

Although Wessals CJ also took cognisance of the
difference betwesn cash and a right to claim payment in
the Delfos casa, it would appear as if the dissenting
Judgnents (daliverad by Stratford and de Villiers JJA)
ignorsd this. It does not seem possible that a right to
<laim payment in the future may become due and payable
until such time as the right matures. This would appasr

to indicate that a right to ¢laim payment in the Ffuture

should not be considered to be an asset.
The general rule to be followed in the valuation of an
asset other than cash received or aceruad was

established in Lace Proprietary Mines Ltd v CIR (9 SATC

59

P . « [ I SPUR S ..



349) as being the amount that could be obtained for it
on the open market. This valuation should take place at
the time of tha accrual (cantrary to the proposal in

the Lategan case).

A large number of problems may arise: |

What if thare is no ready market for the asset 1in

guestion?

What if the asset has value to the reciplent, bhut does
net have & value to anyone else, because of its special
characteristics?

What if the asset can only be realised at some date in

the future?

Probably the most significant problam that arises
relates to a taxpayer who sells goods on credit.
Presumably, each accrual has to be valued at the time
of the male. The interast rates prevsiling at the time
of the transaction and the various elemants of risk

involved will have te be taken {ints account in
determining the present valus of the debt, and further,
a wmet of records raflecting these values will have to

be kept.

It would seem that if the credit sales were not valued

(i.e. some amount deducted from their face valuas o

take account of the time delay betueen and
payment), an inequitable situation wou. where
i~
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certain assets other than in cash are valued on one

bagis, while other assets are valued on a differant

basis. This L& the situation at present, arising from

the policy followed by the Commissjioner for Inland

Raverue. . 1

It is surprising that there hes not boom & significant
move towards the uss of promissory notes, bills of

exchanga and other similar negotiable instruments,

rathar than credit salas. There may be significant tax
benefits attached to the use of negotiable instruments

under the present method of valuing accruals of assets

other than in cash.

7.4. OTHER PROBLEM AREAS .

Consider the position of two taxpayars, A and B, who
both enter into an identical transaction. Trading stock
is sold to C for an amount of R150, psyable at a future
date. The futura date In gquestion fslle outside the
currant year of assessment. At the ' .ie of the sale,
the presant value of the debt is R100. " A walts wuntil
the debt becomes dus and payable, an¢ colleacts the
R150. B, however, factors the debt with the bank on the
same day as the smale, and receives R10C for the dobt, B
then invests this Ri00 in a fixed deposit. During the
pericd between the sale and the settlement date B eawrns

interest of R40 on the fixed deposit, This intarest of
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R4C accrues to B subseguent to the first year end (B
only bacames antitled to it at the time that it becomes
due and payable, in order to avoid compounding the
problem arising from the differences in these

concepts).

The  transact{ons dascribed shall be uznd  to
demonstrate a number of prablemg that eximk, as Car as
the accrual of the income is concerned. For the
purpcsas of this study the difference betwsan the
prasant value and the face valus of an acerual will be

called the “discount™,

If +the Lategan Principle is followed, it is evident
that the rand value of the accrual will differ from tha
ultimate receipt by the amount of the discount. How
should this discount be treated? Ix the discount part
of the original accrual, and to ba ignarad? Or should
it be taxed as a recelpt at the time that the debt is
settled?

Cage 1. If the discount is ignorad, the following
position arises:

A 1 Gross incons : sals Qm

B : Gross incoma sale R 1rg -

i interest
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B

Case 2. If the discount iz taxed as a receipt:

dsac.l taan.2 ;
A : Gross income : male R 100 -
: discount - R B0
Bt Gross income : sale R 00 - ;
: interest - R 40 !

If the "due and payable" interpretation is followed & §

| problem arises in tha treatment of B's transactions. It
iz clear that at the time of the sale B has not acerued
anything as no amount is due and payable. Whan B
factors the debt, it would seem appropriate to include

the amount received {(R100} in gross income {as it is an

t amount received, not of a capital nature).

Case 3. If the "due and payable" interpretation is

N followad:
- i fear 1
: A : Gross lncoma : sale - R 180
: B : Gross income : sale R 100 -
: intarest - R 40

e It hag been assumed in each came, that at the datea of

sattlement of the debt, B has not been entitled +to
elaim payment. The amount became dus and payabie to,

and was raceived by the factor.

Yaax 1 Year 2 Total

i
i
i
’ Tha results may be supmarised as follows @
i
i
t
|
|
|

A : Case } R 100 - R 100
Caza 2 Lo0 R 50 180
Case 3 - 150 1850
B : Came 1 100 40 140
; Case 2 100 40 140
Case 3 100 40 140
i . R
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The most striking feature of these resalts is that in

all three casos the result is the same for B, while

they differ for A. ﬁ

In  econsidering the manner in which the Lategan
principle was applied in case 2, where the discount was
taxed on receipt, the intuitive reaction is to consider
the taxation of the valua (R{00} at the time of the i
acerual, and the taxation of the dissount (R50), at the

time of receipt, to be "douhle taxation' of the i
i

discount. This argument could be supported by the fact

that the Lmount of the receipt (the full RI1EO,

including the RS0 disaount) was taken into account in

detarmining the accrual value of R100,

The casa for subjecting the discount +to tax can k
apparently be well supported by logically based ‘

argument. This argument is basad on the fundamental

assumption undarlying the applicatien «f the present

value coneept. In the valuation exerclise the
rainvestmant of all income at the same rate of return
ig assumed. The dimeount asrned can thus be compared to
the income that would be earned ¢n reinvestment, and

i

should therafcra be taxad saperately.
If a comparison iz made betwean A and a money market
dealer an interesting observation may result. If the

dealer buys a negotiable {nstrument at a discount and
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helds it to maturlty; and profits by the amount of the
difference between the maturity valoe and the cost, the
net result is that the profit would censitute taxable
ineome. When A holds an asset that increases in value
with the effluxion of time (like the negotiable
instrument held by the dealer), why should that

inereasa in value not be subjected to tax? If A sold

the debt immediately, at the time of the transaction,
and reinvested it by means of purchasing anothsr asset
that pays the same amount at the same future date, 1t
is clear the A would be treated in the same manner as
the deaier, and would be taxed on the discount (profit)
of RS0. Should the act of interposing a third party in
“he transaction result in a different position for tax e

purposes? The fact of the matter is that both A and the

dealer would zarn income, and that income will actually
be paid in the future (i.e. it is not netional in

aither case).

1t is  well recognised by economists that the
reinvestment assumption in the valuation process Is
subject ta numercus problems. These problems would be
compounded 1f the income in question constitutus a
stream of payments (such as a typical suspensive sale

arr t), as to the single payment

considered apbove . The problem rewarding the treatment

of the discount arises, (t is submitted, from the

weakness in the assumptions underlying the wvaluation,
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rather than in the tax treatment. The discount is, in
fact, part of a single transaction and cannot be
treated separately, despite the very cenvincing

arguments to the contrary.

It is interesting to note that in cases 1 and 3, A
%suld be in exactly the same financial position since
the present value (i.2. the "real” value) o* the
resulting tax payments would be exactly the same. Can
it be said, then, that although the accruals are
treated differently, that there is no effective
difference between the Lategan Principle and the "due

and payable” interpretation?

7.5. THE COMMISSIONS OF ENQUIRY

The Commission of Enquiry into Fiscal and Monetary
Policy in South Africa, referred to as the Franzsen
Commigsion, (paragraph 32, Second Report, RP 86/1970}
examined the question of the meaning of "accrued". The
Franzsen Commission conecluded that the Lategan
Principle represents the current law and that no

amendment to the Act was necessary.
The Commission of Enquiry into the Tax Structure of the
Republic of South Africa, also referred to as the Margo

Commission, (paragraphs 9.7 te 9.10, RE  34/1987)
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discussed this controversy briefly. This Commission
clearly favoured the Lategan Principle over the “due

and payable" interpretation.

The Marga Commission discussed the timing of income
recognition as follawss:

".....While it may be justifiable to defer the gross
profit partien of a debt payable in the future, as
cccurs in the case of s deferral in terms of s 24, the
Comm.ssion cannot see any justification for deferring
tha entire amount of the debt until ecash is received.
After all, inventories are recognized, eand they are
even further removed from cash. The test of sntitlement
is clearly appropriate as it determines when an assat
exists in the businass. In applying the entitlement
test, artificial devices which are adopted in an
endeavour to defer entitlement must be disregarded.
Where a taxpayer has become entitled to a right in
terns of which an amount is payable in a future year of
assessmant, due allowance should be made in the
valuatian thereof for the futurity of that right beyand

twelve months."

The Commission's recommendations are:

"Income should be recognised when all avants have
oceurred which fix the right to receive it and the
amount thereof can be determined with zzasonable
accuracy; but due allowance should be mauz Zfor the

futurity of the right beyond twelve monthz.”
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Furthermore, the Commission recommended that there
should bs some consistency between the test for
recognising an acecrual of income, and the test for

recognising the incurral of expenditure.

A numker of observations regarding the Commission‘s
£indings sre of intersst. The Commission could not see
any justification for deferring aceruals until the cash
is recetved. Possibly the Conmissien had net come
scross  the "wherewithal to pay" concept described in
chapter 4.1. It is submitted that the reasen given for
not favouring a deferral ("After all, 1inventaries are
recognised, and they are even further removed from
cash"), 1s not well founded. The operation of sect

22, in including closing stock in the determimatic af
taxable income, dces not amount to tha recognition w.
any “income®, but 1is rather the negativing of an
“expense”, In other words, rather than treating income,
section 22 effectively fails to recognize an expense,
thus resuiting in a mechanism for the deferral of the
recognition of expenditure until such time as the
associatad income is brought to account. 1f closing
stock was valued at market value, Including unrealisad
profits, then the Commission's reasoning might have had

scme foundation.

The Commission's comment regarding an entitlemant

"payable in a future year of assessment”, and where
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some account should be taken in the valuation of the
entitlement “for +the futurity of that right beyond
twelve months", also deserves to be questioned. If the
debt 1= payable in the =ame tax ysar that the
entitlement arises, but is due after twelve months (in
the c¢ase of a year of assessment that is ldnger than a
calender year), should some allowance be mrde for the
futucity of the right? Why was the cut-off peried of
twelve months chasen, rather than, say, nine months, or
fifteen months? Possihly a peried ending six months
after the year end of the taxpayer would be more
appropriate, in order to ceincide with the timing of

the third provisional payment.

It iz submitted that the Commission's recummendation
that the Act be amended to ensure that all events which

f£ix the right to receive the income must have accurred,

and that the amount of the income must be capable of

being determined with reasonable accuracy, may have
significant impact on the position as it stands at
pregent. The impact would result if this amendment is
linked to the recommendation regarding the incurral of

aexpenditura.

It may be argued, however, that the recommended
amendment in respect of the recognition of incame
would, on its own, be superfluous, as the principles in

question probably already exist in our law (from, inter
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alia, cases such as CIR v Bu.cher Bras (Bty} Lte, 12
SATC 23 and Mooi v SIR, 34 SATC 1). The present
position requires that there be no suspensive cendition
in axistence, and that the income must be guantifiable

before it can be included in gross income.

The importance of the Commission's recommendation. lies
in the linking of the concepts of accrual of inccme and
the incurral of expenditure. The Commission only goes
s0 far as to suggest that the t wing of the accrual of
income and the incurral of expenditure should be
linked. However, a far greater problem may exist in the
inconsistency of the measurement of the quantun of the
two items. On one hand a prasent value exercize |Is
carried out to determine the value of accruals, while
on the other no account is taken of the value of
gxpenditure, even thaugh it may be payable in the

future.
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8. RESEARCH RESULTS

8.1. THE CURRENT LAW

The conflict of ideas regarding the meaning of “accrued
te", as used in the gross income definition, has
attracted considerable attention over the years. The
interpretatieon that is followed by the courts, at this
stage, was initially laid down in the Lategan case.
Krieglar J has pointed out that although the Lategan
principle has been criticised and doubted, it still

constitutes the current law.

In comparing the Lategan principle to the "due and
payabla“ interpretation, no assistance <an be found in
the Act as to which interpretation should be followed.
It is submitted, based upon the discussion in the body
of 4this report, <that ths current law rsqard&ﬁg the

accrual of income is as follows:

Income accruas to & taxpayer when' he becomes
unconditionally entitled to the amount in question.
Where the accrual congists of sn amount other than in
cash (including the right to claim the payment of cash
at a future date), the valusz of the asset nust be

determined at the time of the aecrual.
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In applying this interpretation, it Is suggested that
the following guidelines could be useful in overcoming

seme of the practical difficulties:

When the income consists of an asset other than cash,
the open market value, or an estimate theredf should be
used to determine the quantum of the accrual. When the
asset accrued {5 a right to claim future payment, the
debt should be valued by deducting an amount froem +the
face value of the debt. The amount deducted from the
face value, the discount, should be determined by
applying the appropriate interest rate to the face

vaiue of the debt for the apprupriats period.

The interest rate that is sprroprai.e is the risk-free
rate, applicable to the period in guestlion, that is
prevailing in the financial market place at the time of
tha  acerual. (The rate attached %o gilt edged
securities of an eguivalent periad would seem ideal.)
The risk-free rate hat been suggested as the risk of
default should be accounted for by way of the section

11 (1) and (J) allowances.

The pericd that should be usad 4in the discounting
exercise should start on the date of the entitlament,
and should end on the date that the amount becames due

and payable.

o
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8.2, EVALUATION QF THE CURRENT LAW

In order tao mstablizh whethur the current law, as
interpretad in chapter B.1., possesses the
theoretically’ desirabje characteristics described in

chapter 4, an evaluation of tha law is necessary.

The “wherewithal teo pay" principle is not well
recagnised in the current state of the law. Some relief
exists 1n other sections of the Act (for example
sections 24 and 24A} to alleviate the hardship this
ereates in certain eircumstances. The strict adherence
to this principle entails the risk of enabling the easy
avoidance of the recognition of income by the use of
barter-tyge transactions. It wauld seem that the
principle may be followad without attracting the
assmciated problem by ignoring the principle  in
recognising the incoma, but making allowance for the
wherewithal to pay at another stage in the
determizmation of taxable {ncome, as is the case in the
current law. It i submitted that the current law deaes
not provide adsquately for the wherewithal to pay
principle, and that greater recognition should be given

to this matter.

The realisatisn concept would appear to be suitahbly
taken into aecount in the current law (with the

exception of the matters detailed above, regarding the




wherewithal to pay principle). The preblem that exists
in our law, however, is that the realisation concept is
not spelled out clearly in the leglslation, but results
mainly from case law and current business and

accounting practice. In other countries, most notably

_

the United States, extensive use is mads of detailed
gets of vrules and the publ.cation of the practice
followed by the revenue authorities. It may be
appropriate to formulate a set of rules to be followed
if the realisstion concept i§ to ba amended in any way.
As is the case with tha wherewithal to pay principle it
would seam as if the realisation concept should be
recognised in the calculation of taxable income at some

stage after the determination of gross income.

The concepts of aguity and uniformity are adequately
represented in the interpretation detalled in chapter
B.l. Thaese principles are neglected in the commonly
held interprstation whereby unpaid debts accrued during P
the tax year ara valued at the year end as there is a
divergence hetween the valuations of di{fferent types of

accruals that consist of non-cash assets.

Ease and censistency of administration, it is

submitted, eannot be achiaved under the current law.
The faet that valuaticns are virtually always based on

subjective criteria must surely result in inconsistency

in the valuation of non-cash aceruals. Furthermore, the
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aiminishing use of cash in the economy, with greater
use of credit sales and negotiable instruments, the
number of non-cash accruals that require valuation
would, in many (if not most) businasses, necessitate an
administrative burden of {mmanse proportions. Althsugh
no empirical evidence has been sought to substantiate
this contention, {t is submitied that the current law
(as  interpreted in chapter 8.1.) cannot operate in a
modern economy whera the vast majority of transactions
are not cash transactions. It would seem as 1f this

matter requires the attention of the legislature.

The =ocial and economic objactives that are considered
desirable may ba dealt with adeguately in  the
determination of taxable income without interfering
with the accrual of gross income. The manner in which
these objectives are achieved in the present law, with
certaln types of income being exempt, appears to be the
bast mathod of achlieving the desired result. (Whether
the result 1is desirable is a question that warrants

investigation.)
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8.3, OTHER FINDINGS

The controversy that has arisen over the interpraetation
af “accrued to" may be of limited relevance as there
may be no effective difference between the two
concepts. If the Lategan principle is applied corractly
{contrary to current Departmental practice) the income
in guestion should be guantified in such a manner thst
it has the same economic value as the quantum of income
that would be brought to account under the “due and
payable" interpretation. Although there may be a
difference in the timing of the {ncome recognition,

there would be no economic ciffarence.

There ara many, varied Ffactors to take into
cons.deration when devising a method of recognising
income for tax purposes. The complaxities of the issues
involved regquire that any changes to the existing law
er  the developwment of an entirely new income
racogpition mathod should be very carefully researchsd
and tasted before any attempt L5 made to put them inta
placa. The recommendaticns formulated by the Margo
Commission appear, on the surface, to be’ entirely
reasonable and apprapriate. However, on closer scrutiny
it 45 evident that thess recommendations are far from

being suitable.
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Other methods of recognising inceme that have been
examined in this report, specifically the methods usaed
in other tax jurisdictions and by accountants, have
proven to be workable cver a number of years. There is
na doubt that on closer examination these other methods
may be shown to have flaws. However, the ralevant point
is that they are workable. whereas the surrent law, as r
interpreted ip chapter 8.1, it is submitted, {is not P

capable of being applied in practica. g

It appears as If the main problem faced in the
application of the current law is the manner in which

accruals are valued. The valuation exercise has certain

inherent problems and may be incompatible with the

purpese for which it 1s being used. Accountants have
faced 2 «simitar problem in attempting %o conmbine
economic valuations with historic cast accounting in
what 1s called Current Cost Accounting {CCAY}. At one | 1

time there was considerable suppert for CCA among ths

accounting fraternity, but this has waned somewhat aver
the past decade. It was found that the incompatibility
ef the concepts involved in CCA provided results that

were of limited use.

The valuation of accruals, specifically in respect of
debts, leads to the problem of how the discount (the
difference between the face value and the present valus

of the debt) should be treated. It is not at all clear
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what croute should be followed in this regard, as the
alternative courses of action may each be justified by
logical argument. It {5 important te note that none of
the foreign jurisdictions examined use valuations in
determining the quantum of the acecrual of debts. The
face value of the debt is taken into account at the

date of entitiement.
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9. CONCLUSIONS

It is predicted that +he South African revenue
authorities will be forced to abandon their long-
standing pelicy regarding the sccrual of  income
(whereby the valuation aspect of the Lategan Principle
is ignored} in the near future. Although this policy is
far from being perfect, it has cne redeeming feature in
that it works., The revenue authorities have been able

to achieve a good level of ease and consistency in

administration, egpecially in dealing with credit
transactions, through the use of this policy. At long
last a ‘taxpayer hnas taken Revenue to task on this
matter (see Vorster, 1987} and it appears as if the
time has come for amendments to the legislation, as
Revenue will probably be unable to administer
effectively the axisting law without the use of their

present Departmental Practice.

If and when the gross income definition is amended, it
is recommended that the four concepts' described 1in
chapters 4.1. to 4.4. should be kept firmly in view.
The artificlal nature of determining income adopted hy
the Act enables the relatively easy implementation of
these concepts. It is suggestad that the recognition aof
"gross income " can be kept falrly simple, while the

adoption of the important concepts can be incorporated
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st = later stage in tha detsrmination of taxahle
income. Changes to the method of recognising income
will necessitate a process of re-education of the
people involved in the practice and administration of

tax matters and it is submitted that at this stage it

may be appropriate to malntaln the same basic format as
exists at present. Furthermore, the artificial nature
of the income determination process provides the
opportunity to create a mechanism whereby any valuaticn
exercise that wmay he reguired «an be removed from the . ;.
recogniticon stage in order enable some control over the

valuation exercise.

In the formulation of any potentisl solution to the

problems examined in this paper it ls suggested that
there is much to be learned fram the exparience of i

others. From a practical point of view, the Revenue has

always ralied upon the accountants to provide the basis
for the preparation of returns of income. Although
there are significant differences between accounting
and tawable income, reliance has always heen placed an
accounts drawn up from historic costs and undiscounted
receivables and payables. Should the Commissloner wish
to digcard the traditional method of keeping accounte
and move towards a present value vrecognition of
transacttons, he would have to keep his own secore or

formulats a method of converting historie cost

fina

al statements appropriately. i

|
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The gross income definiticon is the cornerstone of the

Act, and its inportance cannot be underestimated. The

time for amendments to elther the Act or  the
Departmental Practice is almost upon us. In arder to
aveid hasty and inappropriate action being taken by the
revenue authorities, the necessary research should be
undertaken as soon as possible so 85 to formulate
sultable solutfons 4o the problems that have been :

identified in this research report. §
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